LIABILITY OF BANK DIRECTORS.
the court, "is by inquiring whether he neglected the exercise of that diligence and care which was necessary to a successful discharge of the duty imposed on him. That diligence and care must again depend on the nature of the undertaking. There are many things which, in their management, require the utmost diligence, and most scrupulous attention, "and where the agent who undertakes their direction renders himself responsible for the slightest neglect. There are others, where the duties imposed are presumed to call for nothing more than ordinary care and attention, and where the exercise of that degree of care suffices. The directors of banks from the nature of their undertaking fall within the class last mentioned, while in the discharge of their ordinary duties."
IV. By the other rule directors must exrcise the same degree of attention in conducting the business of their bank that is exercised by prudent men in conducting their own affairs. In a recent well-considered case the court 'thus stated the principle:' "It is necessary for them to give the business under their care such attention as an ordinarily discreet business man would give to his own concerns under similar circumstances, and it is therefore incumbent upon them to devote so much of their time to their trust as is necessary to familiarize them with the business of the institution and to supervise and direct its operations."
V. The two rules regard the duty and liability of directors from different points of view. The first, or minimum liability rule, regards the matter from the director's side. He is indeed required to exercise a general supervision, and fulfill a few specific statutory requirements, but not much more. It is not expected that he will devote much time to the affairs of the bank, as he is rarely paid anything for his service, and generally is engaged in other and far more important business. It is not reasonable to expect that he will examine the books and other records, and without doing these things he cannot know much about the details of the bank's affairs ; 1 Bartch, Ch. J., Warren v. Robison, 19 Utah 289, 303.
"I think the question in all such cases should and must necessarily be, whether the directors have omitted that care which men of common prudence take of their own concerns. To require more, would be adopting too rigid a rule, and rendering them liable for slight neglect; while to require less would be relaxing too much the obligation which binds them to vigilance and attention in regard to the interests of those confided to their care, and expose them to liability for gross neglect only-which is very little short of fraud itself." Vice Chancellor McCoun. Scott v. Depeyster, i Edw. Ch. (N. Y.) 513, 543. and this is supposed to be known by all who do business with banking institutions.
The other rule regards the duty and liability of directors from the public side. This view is forcibly expressed by Justice Earl, in these words: "It seems to me that it would be a monstrous proposition to hold that trustees, intrusted with the management of the property, interests and business of other people, who divest themselves of the management and confide in them, are bound to give only slight care to the duties of their trust, and are liable only in case of gross inattention and negligence; and I have found no authority fully upholding such a proposition. It is true that authorities are found which hold that trustees are liable only for crassa negligentia, which literally means gross negligence; but that phrase has been defined to mean the absence of ordinary care and diligence adequate to the particular case. * * * Like a mandatary, to whom he has been likened, he is bound not only to exercise proper care and diligence, but ordinary skill and judgment. * * * These defendants voluntarily took the position of trustees of the bank. They invited depositors to confide to them their savings, and to intrust the safe-keeping and management of them to their skill and prudence. They undertook not only that they would discharge their duties with proper care, but that they would exercise the ordinary skill and judgment requisite for the discharge of their delicate trust." 1 Doubtless every court looks from both sides; but it is just as certain that its judgment is often deflected from the rules to the inculpated directors. The evidence against them is examined, an opinion is formed of their guilt or innocence, and then a color or modification, if necessary, is given to the rule, to fit it properly to the facts. The numerous penumbra that surround the rules above given are unquestionable proof of the working of the judicial mind in these controversies.
VI. The other rule may be called the comparative one, and will be stated in the words of Chief Justice Paxson :2 "Not the ordinary 'Hun v. Cary, 82 N. Y. 65, 72, 73 . This statement of the maximum rule has been more often quoted with approval than any other legal deliverance.
2 Swentzel v. Penn Bank, 147 Pa. i4o. In Wheeler v. Aiken Co. Loan & Say. Bank, 75 Fed. 781, 784 , Judge Brawley said: "The customs and methods of the community in which the business is done are, for such community, a standard of prudence and diligence by which the responsibility of bank officers and directors is to be tested; and if there is ground to believe that there has been a reasonable care which a man takes of his own business, but the ordinary care of a bank director in the business of a bank. Negligence is the want of care according to the circumstances, and the circumstances are everything considering the question."
By this rule the directorial standard of duty is the standard existing among the directors of other banks in the same city. In another part of his opinion the Justice remarked: "If the director [on trial] performed his duties as such in the same manner as they were performed by all other directors of all other banks in the same city, it could not be fairly said that he was guilty of gross negligence."
The flaw in this rule is apparent. What board in a great city is to serve as the measure or standard whereby to test the conduct of a director? In every large city the boards differ greatly in their interest, attendance, methods and efficiency. In a few banks the attendance of their directors is large and regular, and a keen interest is taken by them in all its affairs. Perhaps they are large stockholders, and are fully impressed with the duties and liabilities of their office. In other banks the interest is slight, the attendance small and irregular, and the business, except a few ftatutory requirements, is entrusted to the managing officers.
This rule, therefore, as thus expressed, is singularly indefinite. If Justice Paxson had said that the standard to be applied to a director is that of the bank or banks whose directors take the deepest interest and devote the most attention to their management, then indeed the standard or measure would be definite and could be learned and applied. But since the directors in a large city vary so greatly in their interest, attendance and attention, the above standard of duty means very little, if anything, either in theory or application.
VII. Having described the rules that apply to the conduct of directors, the next step is to show how they have been applied. The storm-center can be more easily reached by cutting off four large classes of cases in which judicial decision has been essentially harmonious.
The first class includes all cases in which the conduct of directors is impregnated with fraud or bad faith. Fraud may have several conformity t,-such methods and customs, and absolute good faith and honesty of purpose, it would be unjust to hold to a personal accountability for loans which subsequent events proved unwise." Judge Brawley goes further than Justice Paxson for he adds to the local standard of conduct, "absolute good faith and honesty of purpose." forms, active and passive, open and secret. If a director is wantonly defrauding his bank there is no question concerning his liability. In a larger number of cases it assumes a less obvious form. Many men are of a pacific temperament and dislike to quarrel; they suffer physically and mentally by conflict. Then, too, for business reasons they may fear to incur the enmity of their associates; and are silent and inactive' when they should be outspoken and vigilant in the discharge of their duty. So long as they are inattentive because their own business demands their time, they are not deemed neglectful; indeed, if their inattention is due simply to inertia, or disinclination to attend board meetings they are not regarded as within the fatal range of liability. In like manner when they travel abroad and for months do not meet with their associates the law does not visit them with any penalty for their non-attendance. When, however, they keep silent or remain away because they suspect or fear that the conduct of their bank is not proper, instead of coming and seeking to correct the board, then they incur the displeasure of the law; become in truth passive participants in the wrong doing. So long as they honestly believe their associates are doing their dnty, absentees cannot be holden on that ground although, if they had come, they might have speedily unlearned their delusion. There is no smell of fraud on their garments so long as they have no wrongful suspicions. But the poison begins to work as soon as they suspect, fear or learn that the directors are doing wrong and they preserve silence or remain away to escape learning more. In other words, as soon as a belief, fear or suspicion arises in their minds, it is their duty to become active and make an investigation to find out the truth or falsity of it; and if there be any foundation therefor, to strive for its correction, and, if failing, to resign. Not to do this is to become in law a participant in the fraud, and justly liable therefor.' 'See Sec. 16. 2Says Porter, J., in Percy v. Millaudon, 8 Martin (La. , N. S.) 63, 65: "If nothing has come to their knowledge to awaken suspicion of the fidelity of the president and cashier, ordinary attention to the affairs of the institution is sufficient. If they become acquainted with any part calculated to put prudent men on their guard, a degree of care commensurate with the evil to be avoided is required, and a want of that care certainly makes them VIII. Another approach toward the center may be made from the opposite side. Directors who seek to do their duty are not responsible for mistakes of law or fact." If before employing a cashier they investigate his fitness, mental and moral, and are satisfied that he is competent, they are not responsible should he prove to be otherwise. But if, after discovering his incompetency, or unfitness, they continue him in office, unless temporarily while trying to find another, they are liable for the consequences.' the condition of its business, and to exercise reasonable control and supervision of its officers."
In Clews v. Bardon, 36 Fed. 617, 621, Bunn, J., said: "The [national] banking act places their liability upon the true ground, and it stands about as it would in the like circumstances at the common law. In either case the director is bound to good faith. He must act honestly. He must not commit fraud, nor be privy to it, nor willfully shut his eyes, and abstain from making inquiries. If he has knowledge that an illegal transaction is to be enacted by the officers in charge, and consents to it, or connives at it, or willfully shuts his eyes, and permits it to be done, or is guilty of such gross and willful neglect of duty as amounts to bad faith, he will be held responsible."
For cases in which this rule has been applied or declared, see Godbold Again, if they make mistakes in lending money and incur losses, after exercising their best judgment, they are not liable,' nor are they for legal mistakes,' especially when they have sought competent advice.
In this category may be placed a large number of delinquencies of a minor kind that do not affect their integrity or injure the bank, which are not in any way vital to its successful operation, for example, the failure, through inattention and not design, to make reports, or reports less complete than the law requires.
IX. A third class of cases may be cut off, specific violations of positive law. The conduct of directors on many of these occasions is without a stain of fraud, but they are just as clearly liable for knowingly and deliberately violating a clear, positive law whereby others, confiding in their honesty and loyalty, have suffered.
Thus in nearly every State usury laws exist which limit the discretion of banks in lending money. The directors, for the sake of enhancing the gains of their bank, determine to disregard the inhibition. They commit no moral fraud, and have not the slightest intention of so doing; the law, standing in the way of greater profit, is openly defied. A. higher rate is charged, but a greater risk is taken, and the loan proves a loss. Had they obeyed the law and been content with the legal rate, they would have found better security, at all events they would have been within the pale of its protection. By disregarding it, though with no thought of personal gain distinct from the general gain to the bank, a loss is incurred. Why should they not be held responsible for the loss? They have violated a law which was enacted to prevent them from taking an excessive risk, why should they not be held accountable for the disaster? Their conduct was not an error of judgment, not a mistake, but an open and wilful, though honest, defiance of the law, which has brought loss in its train. Surely it is proper to visit them with punishment for their deed.
Another illustration of the same kind is the lending to an individual of more than a prescribed part of the bank's capital. The law was wisely designed, no one has the temerity to say it ought to 'Wallace v be changed; it was adopted in the interest Qf sound conservative banking, to protect directors from yielding to the importunities of their friends and from giving too free rein to their own judgment. Surely if they violate it and losses follow, it is proper to. hold them responsible for the violation.
1
In the construction of violations of positive laws the courts have again parted company over the question of intention or motive. If the violation was intentional and premeditated, then all the courts unite in holding the violators guilty; but if they did not seriously consider the consequences of misdoing, acted blindly or indifferently or without much thought of what they were doing, some tribunals have overlooked their misdoing, notwithstanding that ancient and salutary rule whereby every man is supposed to regard the consequences of his own acts. If the courts themselves have too often ignored its application in dealing with offenders of the common law, there is less excuse for disregarding its application to offenders of plain, sound, living statutes.
Illustrations of this rule are the sale of a special deposit ;2 the payment of dividends out of capital ; the making of investments or loans prohibited by law ;, the discounting of paper which is known to be worthless;.' beginning business without the legal amount of capital ;,6 accepting unauthorized securities in payment of stock;' creating an indebtedness beyond the capital stock;' or beyond a prescribed amount ;9 or the payment of an illegal tax.
Two other classes of specific violations require further consideration. One of these is the receiving of deposits by directors But when their lack of knowledge is the consequence of disregarding their duties then it furnishes no defence.
The other class of specific violations are false reports or statements by which others are misled and injured. In these cases the injured creditor may maintain an action for deceit against the directors who made them. The two classes of cases in which such actions have been most brought are by depositors 2 and purchasers of stock.' Furthermore a director, even though not participating in the fraud by signing the statement, is not, in all cases, relieved.' Again, this remedy is not affected by the creation of another by statute. The latter is simply cumulative and not destructive of the other.s
Lastly the law will not permit a single creditor to appropriate the entire liability of the directors for such a fraud to his exclusive On the other hand, when directors are required to perform a specific duty, they cannot delegate its performance to others without incurring liability. Thus, in many States directors are justified in delegating their authority to lend the bank's money to the managing officers;2 in other States they must still continue to perform this duty themselves. ' Where the inhibition prevails, they are as clearly guilty of negligence in not performing this duty as in not signing reports, holding meetings or fulfilling other positive requirements of the law.
Suppose a duty is rightfully delegated by the board to a managing officer, and he in performing it violates the statute, are the directors liable? Thus, a cashier was rightfully authorized to make loans, but in exercising this atithority he violated the law forbidding his bank from lending more than one-tenth of its capital to a borrower. The directors were held not liable for the cashier's deliberate violation of the law.' Though this decision may be free from criticism, I do not think the principle can be founded thereon that in all cases in which directors can rightfully authorize a "The directors cannot divest themselves of the duty of general supervision and control by committing this duty to [the cashier], but they properly may intrust to him all the discretionary powers which usually appertain to the immediate management of its business." Wallace, Ch. J., Warner v. Penoyer, 33 C. C. A. 222, 226.
In the Penoyer case the board confided to a finance committee the duty of lending the bank's money, who, in turn, sought to relieve themselves from duty by confiding it wholly to the cashier who, in due time, wrecked the bank. The court decided not to hold the board for delegating their duty to the finance committee, but held the members of that committee responsible for delegating their duty to the cashier. The court remarked that the board was justified in supposing that the committee would attend to these duties instead of shirking them and leaving all to a single officer. 
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managing officer to make loans they are not responsible for his conduct. They still have a supervisory power to perform, it is the duty of the managing officer to report the loans he has made to them and thus they know, or ought to know, what he is doing. There is therefore clearly a limit to the principle of the non-liability of directors for infractions of positive law by those whom they have appointed to manage the business of their bank. Surely they ought to be held for the violations that were known, or would have been known, had they attended to their duties.' The rule, therefore, in this class of cases is, directors are liable for violating the statutes, and also for violations by those under their authority when they knew or ought to have known what they were doing.
2 XI. In applying the rules of duty and liability in the cases described not much difficulty has arisen. When fraud has existed, it has generally been discovered and punished. When directors have erred in employing officers or in making loans, or mistaken the law, the courts have not been greatly troubled in learning the truth. When directors have violated the statutes, whatever their intention, in most cases the violations were too plain to be ignored. Appointed to execute the law, the courts have not hesitated to enforce a plain command.
XII. The four classes of cases above mentioned may be considered from another point of view. Though everywhere regarded as cases of negligence, they possess another character. When committing frauds directors are just the opposite from negligent; they are too active. Indeed, the cases of real negligence do not relate to frauds, to violations of law, to usurpations of authority, but rather to the mode or manner of exercising authority. Negligence among bank directors is, in truth, chiefly neglect-neglect to do the things required of them, or to do them in a proper manner.
XIII. Eliminating all questions of fraud, mistake and specific violations of law, the cases that cover the remaining central ground are not so numerous perhaps as many imagine. It is easy enough to put them into classes relating to loans, 3 by presenting such a classification. The same inquiry-runs through them all; how, or in what manner was the authority of the directors exercised? Were they negligent or not in making the loan, in employing the officer, in retaining him after learning of his unfitness, in not examining the books more frequently, or more thoroughly? As this inquiry is first, one of fact; and afterward, the application of the rule of duty thereto,-the answer in one case is not conclusive in another; for the facts are never quite the same.
Nevertheless, we may inquire, cannot a general rule of duty be formulated to apply to directors, and not leave them entirely to the judgment of the court in each particular case? A negative conclusion has been declared by the Supreme Court of the United States. If a director is guilty of fraud, or of violating a statute, or of executing his authority, he is clearly liable. Beyond this he may be liable for something more, but precisely what cannot be told until the matter comes before the court for determination.
It is true that this was another five to four decision, and the minority, unwilling to confess their inability to prescribe a rule of conduct for directors, declared that "as to the degree of diligence and the extent of supervision to be exercised by directors, there can be no room for doubt under the authorities. It is such diligence and supervision as the situation and the nature of the business requires. Their duty is to watch over and guard the interests committed to them. In fidelity to their oaths, and to the obligations they assume, they must do all that reasonably prudent and careful men ought to do for the protection of others intrusted to their charge."'
The Supreme Court of the United States is not the only tribunal maintaining this despairing opinion. In a recent case the Supreme Court of New Hampshire 2 has declared that "the decisions in other jurisdictions, attempting to establish inflexible rules whereby it shall be settled that the existence of certain facts establishes a charge of negligence as a matter of law, are not entitled to the weight to which they would be if such views of the law prevailed in this State. The question of negligence, being here regarded as one of fact, is to be determined in the light of all the circumstances peculiar to the particular case." It was accordingly held that the directors of a bank were not liable for the defalcations of its cashier which occurred after learning of his indulgence in prior unsuccessful speculations. Though the courts elsewhere, perhaps without exception, 1 have held directors liable for the evil consequences attending the retention of a cashier or other officer after they knew he was speculating, the New Hampshire decision is a not unexpected deliverance for a court which is guided solely by its own light, regardless of the rules and reasonings of other tribunals. The rule of duty and liability declared in Briggs v. Spaulding has been reluctantly followed by the lower federal courts in subsequent cases. The remarks on several occasions clearly reveal that their real opinion was quite different from that which they were required to adopt and apply. 2 Remembering therefore that four of the nine judges who decided the case entertained a different view, that most of the federal judges in subsequent cases have followed it from necessity and not from conviction of its soundness, that with very few exceptions it has encountered the disapproval of the State tribunals, is it unreasonable to suppose that the question would receive the same answer should it ever be reviewed?
XIV. In the central zone, therefore, is left a class of cases of pure negligence. They are not tainted with fraud, they are not excusable mistakes, they are not violations either intentional or unintentional of any statutory requirement. They fall into two divisions. In the first are included the cases in which the negligence of directors, while stopping outside the door of fraud, is gross and without excuse. In the second class of cases, the negligence is not so great.
The negligent directors included in the second division are not regarded culpable by any courts; the directors included in the first division are regarded guilty by some courts, and not by others. With respect to these the courts are in hopeless conflict. Those which relieve directors apply either the first standard of duty and liability above described; or else determine each case, as was done by the supreme federal court in Briggs v. Spaulding, by itself. The XV. There is another phase of the subject worthy of notice, the narrowing of the responsibility of-directors by reason of the extension. of the authority of managing officers. Of late years, in the large cities especially, the lending of a bank's money has been almost wholly done by a committee, or more often by the president or by two or three officers. The quicker methods of modem business demand this change. In imposing this most important duty on the managing officer, the directors in almost every State have the sanction of law. Formerly this waT the paramount duty of directors. In this direction, therefore, to the extent that their duty has been legally lightened, their corresponding liability has disappeared.' But directors cannot relieve themselves entirely from responsibility by thus delegating their duties to a manager or committee. When they are charged with specific duties, these, as we have seen, must be performed. They are personal and cannot be transferred. How far they can go depends on the statute or charter which is the basis of the bank's existence and authority.
XVI. Lastly may be considered the question, what judgment may be visited on absent directors? If one is ill his non-attendance is excused; furthermore, a bank may give a leave of absence to a director who is sick, even though he be the president, expecting or hoping that he will recover and resume his duties. Not infrequently directors are elected for the purpose of strengthening the bank, gaining business, who live far away and are not expected to aid their associates by their presence and advice, or only on rare occasions. But we are now approaching dangerous ground. For, if all were excused because they were too busy to attend, the direction of the bank would pass entirely to the president, or a few of the leading officers. It is not proper for the directors to confide entirely the direction of their bank to its managers, however competent and worthy of confidence they may be is not responsible for acts committed, transactions made, or losses incurred before he became a member of the board, or for any act of the board alone in his absence and without his knowledge and assent." This is the English XVII. The wrongs of directors are primarily done to their bank, which can sue them in an action at law for their misdoing. ' But it often happens that the bank is in complete possessioi of the directors who are unwilling to proceed against themselves. Indeed, it can hardly be expected that they will transform themselves from mismanagers into reformers and prosecutors. But, if unwilling, the stockholders have a standing in a court of equity to sue in their own names making the bank a party defendant. 2 all its rights and liabilities and he may proceed against the directors. In a large number of cases he has been the suing party.' XIX. If a bank is insolvent and the assignee or receiver declines to sue the directors, then all the stockholders, or one or more in behalf of all can proceed in equity against them.' XX. In many cases the creditors proceed against the directors. Once this could not be done because no legal relation of any kind: was recognized as existing between them. ' The claims of creditors were against the bank, and the bank only could proceed against the directors for their misdeeds. The fact that the damages recovered by the bank of the directors would go immediately to its creditors did not justify the latter, so the courts once thought, in their attempt to recover directly from the directors themselves. And this view is still maintained by some tribunals. 4 But the more gen-eral rule is in cases where neither the bank, nor its assignee or receiver, nor its stockholders can or will proceed at all, or to less advantage than the creditors, they are not denied a remedy against the directors. In thus acting, though the fruits of their action are to be wholly or in part retained by themselves, they act as a substitutionary party for the bank, or its assignee, receiver or stockholders. Regarding this as the correct view, the objection that creditors cannot proceed against the directors because the former are in no sense the trustees of the latter, disappears. It is an objection raised to a shadow which would have never troubled the judicial mind had it looked at the true relations of the parties.
On another ground the creditors' right to proceed against the directors is not less secure to them. The liability of the directors is a trust fund belonging to the bank which the creditors have a right to follow and apply in discharge of its indebtedness to themselves.
The only question pertaining to the remedial rights of creditors is that of precedence over the receiver, assignee or stockholder. In practice, there has been but little difficulty, for as the object of the proceeding in any case is to obtain the means to *satisfy creditors, they are quite willing for other parties to enforce measures against the directors to compel them to respond instead of introducing and enforcing measures themselves.
With this conception of the proceedings undertaken by creditors against directors, the distinction between the rule of duty and liability of directors to the bank and to its creditors, stated at the beginning of this inquiry, crumbles away.
Albert S. Bolles.
